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We are now six months into life as we know it after the onslaught of the pandemic. After having been pushed into a 
medically induced coma in March, the patient is now awakening to a troubling duality: some people are thriving 
while the lives of others have been devastated. Office workers have adapted to the new standard of working 
remotely. They have saved the time and expense of commuting to the workplace and feel empowered by the new‐
found productivity of working from home. Flush with extra cash as there is suddenly no need for an expensive 
wardrobe, commuting costs, or over‐priced coffee from the shop near the office, the white‐collar workers find 
themselves with extra cash at the end of the month. Consequently, the savings rate soared to a peak of nearly 34% 
in April! Although the savings rate has since declined as the economy has gradually re‐opened, it is still extremely 
high by historical standards at 18% as of July 2020. (For context, savings as a percent of disposable income ranged 
between 7.5% and 8% in the year prior to the pandemic). 

In painful contrast to the typical office worker, those employed in the travel and leisure industries, as well as those 
employed in the fine and performing arts, are living in fear that their federally enhanced unemployment benefits 
will not be extended as the nut squad in Washington D.C. bicker as usual. Indeed, New York City is crying out for a 
defibrillator, but the EMTs are stuck in a political traffic jam. The U.S. economy seems to be climbing its way out of 
recession with the unemployment rate having declined sharply from the April peak of 14.7% to 8.4% in August. 
However, despite the sharp decline in unemployment, the current level of unemployment is consistent with a very 
weak economy and many Americans are struggling to find funds for their next meal and living in fear that the 
eviction moratorium could soon end.  

The stock market, on the other hand, seems giddy and stretched to a new high for 2020 in early September. Despite 
a modest price correction in September, the market seems to be a bit out‐of‐sync with the reality on Main Street, 
USA. This apparent disconnect begs two questions: 

1) Is the stock market being rational? 
2) What do the economy and stocks do from here? 

Our answer to the first question is emphatically, yes, the stock market is behaving rationally. It is quite consistent 
with history for the stock market to anticipate change. In fact, the market is often cited as being a discounting 
mechanism. Which is to say that it anticipates future events by adjusting prices in the present. Consequently, a 
change in the value of stocks is one of the 10 components of the Conference Board’s Index of Leading Economic 
Indicators, which is one of the more reliable telltale signs of an impending change in the direction of the economy. 

So, another question beckons: Exactly what has caused the stock market to forecast an economic recovery? The 
answer to this one is simple: an unprecedented liquidity event fostered by both the Federal Reserve and the United 
States Congress. Although investment professionals are notoriously prone to hyperbole, we are not being 
hyperbolic when we say that we are experiencing an unprecedented liquidity event. After the economy crashed in 
the wake of the COVID‐induced hibernation, the Fed and Congress acted uncharacteristically swiftly by priming a 



money printing press that caused the money supply to grow about 24% year over year. To put this diluvian liquidity 
event into context, the Great Bull market (that began in August of 1982 and lasted until the tech bubble popped in 
2000) was sparked by money supply growth of only 12.5%. Similarly, the money supply grew at a rate of 12.5% after 
the economy paused in the wake of 9/11. These are the two historic peaks in the growth rate of money in the U.S. 
prior to the greatest of all economic speed‐bumps—a pandemic. 

In addition to the flood of money, which has a tendency to increase the value of assets, the stock market also seems 
to be discounting a strong likelihood that the economy will continue to recover as vaccines are expected to be 
available within the investment horizon. Pfizer should be first to market with a COVID vaccine. The Company 
expects to see results from clinical trials that demonstrate efficacy as early as late October. They are preparing to 
begin shipping the vaccine immediately thereafter if their compound can demonstrate efficacy above the FDA’s 50% 
threshold. Moderna also has a promising vaccine that could be on the market shortly after Pfizer’s if it is able to 
show efficacy above the target. Several other vaccines may be available in the first half of 2021. Although these 
various vaccines have demonstrated a statistically significant immune system response to COVID, we do not yet 
know if they will be effective in protecting people against the virus. If these vaccines fail to demonstrate efficacy in 
the next two months, the stock market could be vulnerable to a sharp decline. 

While the vaccines would be important to sustaining the stock market’s bull run in the next few months, the FDA’s 
50% efficacy threshold is not really a game‐changer, so to speak. The real action will come from a promising array of 
anti‐viral compounds in development. Again, there are multiple horses in the race, but Merck, Pfizer and Lilly seem 
to have very interesting antivirals in the works that could be on the market in the second half of 2021. Stay tuned to 
press reports regarding the efficacy of these compounds as they have the potential to tame the COVID monster and 
let the economy begin to recover in earnest.  

This brings us to our second question: What do the economy and stocks do from here? While we certainly can’t 
predict the future, we have developed a decision tree of scenarios to help us make portfolio decisions in this 
uncertain economy. Importantly, we develop a base case assumption of the likely path forward and make 
adjustments to our base case as the facts become apparent. Our base case is that the array of vaccines is successful 
in meeting the FDA’s threshold and begin to be available before the end of 2020. As it will take some time to 
inoculate 7 billion people, this will help get us out in public again but a full return to modern society will not likely 
occur until the antivirals arrive in the second half of 2021.  

Here is where the decision tree gets complicated. If the assumptions outlined above represent some facsimile of 
reality, people would begin to spend the enormous savings that we described earlier in this note. When that pent‐
up demand is introduced into an economy that is already floating in the diluvian flood of money that we discussed, 
the demand for goods and services could get ahead of the supply. Or, as this phenomenon is more commonly 
known: inflation will rise.  

A bit of history on inflation will help frame our stock market outlook. Although mortgage rates are currently below 
3%, some of us will remember the early 80s when mortgage rates were around 15%. Those historically high interest 
rates were the result of high rate of inflation in the 70s followed by Fed Chairman Paul Volcker’s successful attempt 
to tame inflation by inverting the yield curve (short‐term interest rates higher than long‐term rates), thus inducing 
two back‐to‐back recessions. When inflation began to decline following the double‐dip recession, the Great Bull 
Market in stocks began in August of 1982.  

Alan Greenspan succeeded Volcker as the Chairman of The Federal Reserve. Greenspan continued Volcker’s fight 
against inflation. Congress has given the Federal Reserve a dual mandate: price stability and maximum sustainable 
employment.1 Greenspan took his mandate seriously and defined price stability as zero inflation. Ben Bernanke 

 
1 The Fed began to state an explicit inflation target in 2012. The comments describing the Fed’s definition of price stability prior to 2012 
are based on our impression of their collective speeches, Congressional testimony and other comments in the press.  



succeeded Greenspan as Fed Head. He was concerned that a target of zero inflation would mean that inflation 
would spend some time both above and below the target. Unfortunately, ultra‐low inflation is dangerous as it could 
easily slip into a deflationary consumer mind‐set, which is a characteristic of a depression. Bernanke, therefore, 
initially interpreted price stability as a range of zero to 1% inflation. After the Great Recession in 2008/09, Bernanke 
lifted his inflation target range to zero to 2% and initiated a substantial Quantitative Easing (QE) program, thus 
bloating the Fed’s balance sheet. Following the painful realization that the Fed’s QE program failed to lift inflation to 
the upper end of the zero to 2% range, Bernanke adopted a single point inflation target of 2%, thus eliminating the 
range. Bernanke’s successor, Janet Yellen also embraced the 2% single point inflation target. 

COVID‐19 introduced a new variable that hadn’t been a part of the economic equation since the Spanish flu in 
1918—a time during which debt was a more manageable dimension of the economy. Notwithstanding the 
enormous human toll of the 1918 pandemic, the 2020 pandemic has the potential to cause the U.S. and, indeed, the 
world, to slip into a debt collapse (i.e. depression) if the Fed doesn’t play its hand properly. Therefore, current 
Chairman Jerome Powell has again redefined the Fed’s inflation mandate.  

The Jackson Hole conclave of the world’s central bankers and notable economists is an important annual event. 
Great minds gather in Jackson Hole, Wyoming, think great thoughts and deliver papers to their esteemed peers. 
Importantly, the U.S. Federal Reserve has used this forum to signal extremely important changes in monetary policy. 
This year, at the virtual conclave on August 27th, Chairman Powell used the occasion to formalize the notion of an 
average inflation rate target over time. This is a radical change from the previous inflation ranges adopted by the 
Fed and even the 2% single point target. Essentially, The Fed is telling the markets that it is concerned that the 
economy has not been able to sustain a level of 2% inflation since the Great Recession. It further implies that our 
economy carries a lot of debt and that without higher inflation, that debt burden could get too heavy to bear. 
Hence, the Fed now intends to foster a rate of inflation that goes above 2% and stays above 2% for a period of time 
that offsets the period during which inflation was below 2%. For emphasis, we’ll repeat that inflation has been 
below 2% for most of the past 10 years. Therefore, if the Fed has its way, the rate of inflation may be headed 
substantially higher to achieve an average above 2% over the cycle. 

What does all of this mean for stocks? In the short‐term, we may see a COVID vaccine that could begin the process 
of getting consumers comfortable with resuming their lives in public. They have unusually high savings to support 
their return to society. Add this latent consumer spending to an economy that is already juiced on a flood of money 
the likes of which the world has never seen. To top it all off, the Fed has now committed to keep interest rates low 
and the money printing press available for the foreseeable future.  Subsequent to the Jackson Hole speech, Powell 
had suggested that monetary policy could be pedal‐to‐the metal for a minimum of three years. Imagine, the world 
was aghast when Lance Armstrong was found to have achieved his stature in cycling while juicing. Well, Jerome 
Powell has just juiced the U.S. economy. 

What are the implications for stocks? This gets a bit tricky. In general, moderate inflation is good for stocks. In the 
low inflation environment that we’ve experienced over the past 10 years, companies have had a limited ability to 
raise prices. Therefore, margin improvement was typically achieved on the back of cost reductions. If inflation were 
to rise above 2% for a sustained period of time, it follows that business might be able to achieve improving margins 
and, therefore, rising earnings through price increases. This is good for stocks. In particular, companies that make 
and distribute physical products should be able to grow earnings much more easily than in recent years. Hence, the 
stocks of economically sensitive companies should prosper. If, however, interest rates were to remain exceptionally 
low for an extended period of time as the Fed would like, high growth, information age companies will ultimately 
gain the upper hand as low interest rates produce higher valuations of earnings that are anticipated far into the 
future. Indeed, recent stock market behavior may already have come to the same conclusion that we have 
represented in this letter. High valuation equities have led the market off the March low but have yielded to cyclical 
stocks in September. Economically sensitive stocks could continue to lead the market as the economy recovers on 
the back of vaccines and antivirals, but could yield back to high growth, new economy stocks sometime in 2021 as 



valuation multiples expand into the realization that the Fed is holding interest rates near zero for the next three 
years.  

Here's the rub: An economy recovering from a COVID‐induced coma amidst the backdrop of a Federal Reserve 
committed to keeping interest rates low for an extended period of time should provide the stock market with a very 
strong tailwind. Perhaps this tailwind lasts through 2021 and possibly 2022. At some point, however, the Fed will 
likely get its wish and inflation would sustain a level above 2%. Meanwhile, the U.S. Treasury would have taken on 
an enormous debt burden in the process of helping the Fed stave‐off a depression. Interest rates would begin to rise 
along with inflation. Ultimately, the Fed would have to slow the economy to keep inflation from getting out of hand. 
This scenario introduces the possibility of a “hard landing.” Just as Lance Armstrong’s impressive career ended with 
a hard landing because his career was based on “juice,” an economy buoyed by monetary juice could end badly as 
well. For planning purposes, we’ll assume that occurs in 2023, but this could change as the facts and circumstances 
change. 

Warm regards, 

Your SeaBridge Team 
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